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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in The Journal of Ac
countancy should not cause the reader to assume that they are the official
answers of the board of examiners. They represent merely the opinions of the
editor of the Students' Department.]

Examination

in

Accounting Theory and Practice—Part I

May 17, 1934, 1:30 P. M. to 6:30 P. M.

Solve problems 1, 2 and 3 and either 4 or 5.
No. 4 (20 points):
On June 30, 1931, Company A acquires Company B, which uses as its raw
material some of the product of Company A.
On September 30, 1931, Company A acquires Company C which uses as its
raw material some of the product of Company A and Company B.
Calculate from the following data:
(1) The consolidated profit for the year 1931.
(2) The amount of profit of Companies B and C that is to be treated as a part
of the consolidated capital surplus.
1930
1931
Total sales, including intercompany sales:
Company A..................................................
$3,780,000 $4,380,000
“
B..........................................................
1,300,000
1,100,000
Gross profits:
Company A..................................................
415,800
394,200
“
B..........................................................
228,300
220,000
“
C.......................................................... (not given)
46,000
Purchases from Company A
Company B..................................................
470,000
367,000
Materials included in closing inventories:
1929
1931
1930
Company A materials:
In Company B inventory....................
$113,000 $113,000
$110,000
In Company C inventory.................... (not given)
24,000
22,000
Company B materials:
In Company C inventory..................... (not given)
166,000
120,000
No other information can be procured. It is assumed (1) that all sales to
associated companies are made at the same price as the sales to others, (2) that
each company sells its goods throughout the year at its average rate of gross
profit for the year and (3) that the sales are ratably distributed over the
months of the year.

Solution:
(1) The first two paragraphs of the problem appear to state that Company B
obtains all of its raw material from Company A, and that Company C obtains
all of its raw material from Companies A and B. Farther down, under the
caption “ Purchases from Company A” we find data for Company B, but none
for C; still farther, we find that C’s closing inventory contains A and B materials.
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These conditions can only be reconciled by applying the latter sentence “ No
other information can be procured” to the situation, and inferring that the
amounts of C’s intercompany purchases are unknown.
On this basis, the intercompany profits in the 1931 closing inventories are
determined as follows:
Materials bought from A:
In B’s inventory............................................................ $110,000
In C’s inventory................................................................
22,000

Total................................................................................

$132,000

A’s gross profit thereon—1931 rate of 9%..............
Material bought from B:
In C’s inventory............................................................
$120,000

B’s gross profit thereon—1931 rate of 20%..............
A’s gross profit thereon:
B’s 1931 sales were............................. $1,100,000

$11,880

24,000

B’s 1931 materials cost was:
Opening inventory. . . . $113,000
Purchases...................
367,000
Total...........................
Closing inventory.........

$480,000
110,000

$370,000

B’s materials cost was 37/110, or 33.636% of sales.
Then A’s profit amounts to 9% of 33.636%, or 3.027%
of B’s sales; 3.027% of $120,000 is.....................................
Total intercompany profit in inventory...............................................

3,633
$39,513

In the foregoing computation it was necessarily assumed that the Company
A materials in the closing inventories of B and C had been acquired during the
affiliated period (since June 30th in the case of B, and since September 30th in
the case of C). No data is given regarding C’s purchases; however, with respect
to B, the following analysis appears to support the assumption:
B’s purchases from A:
Year 1931............................................................................................ $367,000
Since acquisition, June 30 (one-half above)...................................... 183,500
A materials in B’s closing inventory......................................................
110,000
On the first-in, first-out theory all of this $110,000 was ac
quired during the consolidated period.
Note the method of arriving at A’s unrealized profit ($3,633) on C’s inven
tory purchased from B. The unwary candidate may very likely have made
this computation as follows:
B materials in C’s inventory.................................
$120,000
Less B’s gross profit therein—20%......................
24,000
Cost to B..............................................................

$ 96,000

A’s gross profit therein—9%.............................

$ 8,640
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But B’s cost does not consist entirely of A materials, as can be determined
from the figures given with respect to B’s sales, purchases and inventories, and
gross profits; and A's profit on B’s sales is limited to 9 per cent, of B’s materials
cost.
In the determination of the consolidated profit for 1931, no consideration
need be given to intercompany profits at any other date, or for any period: at
previous inventory dates there was no consolidation, and intercompany profits
on sales during a period need not be considered except to the extent that they
are unrealized, i. e., remain in inventory.
Company A and subsidiaries, B and C
Consolidated profit, year 1931
ABC
Total
Gross profits for the year..........
$394,200 $220,000 $46,000 $660,200
Earned prior to affiliation:
B—50%....................................
110,000
110,000
C—75%....................................
34,500
34,500
Profit during consolidated period

$394,200

$110,000

$11,500

Less: intercompany profit in
inventories................................

$515,700

39,513

Consolidated net profit..............

$476,187

(2) The requirements of part (2) are somewhat ambiguous: ordinarily con
solidated capital surplus refers to an excess of book value over cost (of sub
sidiary stock) at date of acquisition, and no such computation is possible from
the data given in this problem. The examiners apparently have in mind the
subsidiary surpluses at dates of acquisition, which, from the facts stated, are:

Profits:
1930.................................................................
1931:
To June 30—one-half of $220,000.........
To Sept. 30—three-fourths of $46,000. .
Totals......................................................

Company Company
B
C

Total

$228,300 not given

$228,300

$34,500

110,000
34,500

$34,500

$372,800

110,000

$338,300

No. 5 (20 points):
On the basis of the following profit-and-loss account of the Excelsior Com
pany and summaries of agreements with Jones and Smith, employees, compute
the commissions payable to the latter for the year 1933.

Excelsior Company
Profit-and-loss account for the year ended December 31, 1933
Gross profit before depreciation............................................................ $150,000
Depreciation.............................................................................................
30,000
Gross profit.......................................................................................
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Selling and administrative expenses (including $2,000 for state
taxes).....................................................................................................

Other income, interest, etc...................................................
Less: Interest on mortgage..............................................

$94,000
$26,000

$25,000
20,000

5,000

Capital stock tax.....................................................................................
Net profit before special commissions and federal income tax. .

$31,000
1,000
$30,000

Agreement with Jones:
Special commission to be equal to 15% of the net profit transferred to surplus.
Agreement with Smith:
Special commission to be equal to 15% of the net profit before charging
federal and state taxes, interest on mortgage and the commission payable to
Smith under this agreement, but after charging, for the purpose of computing
this commission only, additional depreciation of $20,000.
Complete the profit-and-loss account and show separately the charges for
commission and federal income tax, using 14½% as the rate of income tax.
Solution:
In the following equations,
J represents Jones’ commission
S represents Smith’s commission
T represents federal income tax.
From the statement of the problem,
(1)
J = 15% of net profit transferred to surplus, or
J = 15% ($30,000—J—S—T)
(2)
S = 15% net profit+federal taxes+state taxes+
mortgage interest—$20,000 additional depre
ciation — (by inference) J
= 15% ($30,000+$l,000+$2,000+$20,000 -$20,000-J)
= 15% ($33,000-J)
=$4,950 —.15J
(3)
T = 14½% ($30,000-J-S)
(4)
From (1)
6⅔J =$30,000-T-S-J
(5)
Transposing
T = $30,000 — S — 7 — ⅔J
(6)
From (3)
T = $4,350 -.145S -.145J
(7)
Subtracting (6) from (5)
O = $25,650-855S-7.5217J
(8)
Transposing
.855S = $25,650 — 7.5217J
(9)
Inserting value for S from (2)
.855 ($4,950-.15J) =$25,650-7.52167J
$4,232.25 — .12825J =$25,650 —7.52167J
7.39342J =$21,417.75
J =$2,896.87
(10)
From (2)
S = $4,950-$434.53
S = $4,515.47
(11)
From (3)
T = 14½% ($30,000-$4,515.47-$2,896.87)
T = 14½ % ($22,587.66)
T = $3,275.21
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Proof

Net profit before commissions and income tax............. $30,000.00
Less:
Tax.......................................................... $ 3,275.21
Jones’ commission.................................
2,896.87
Smith’s commission...............................
4,515.47

Net profit to surplus.....................................

10,687.55
$19,312.45

Jones’commission, 15%..................................................... $ 2,896.87, as above

Net profit before commissions and income tax............. $30,000.00

Add:
Interest................................................... $20,000.00
2,000.00
State taxes..............................................
1,000.00
Capital stock tax...................................

23,000.00

Total.......................................................................... $53,000.00
Less:
Depreciation........................................... $20,000.00
2,896.87
Jones’ commission.................................

Basis for Smith’s commission........................................

22,896.87

$30,103.13

Smith’s commission—15% thereof................................... $ 4,515.47, as above

Profit-and-loss account
Net profit before commissions and federal income tax... $30,000.00
Commissions:
Jones.................................................................. $2,896.87
Smith................................................................. 4,515.47

7,412.34

Net profit before federal income tax.................................... $22,587.66
Federal income tax..................................................................
3,275.21
Net profit to surplus............................................................... $19,312.45

138

Students' Department
Examination in Accounting Theory and Practice—Part II
May 18, 1934, 1:30 P. M. to 6:30 P. M.
Solve problems 1, 2, 3 and 4 and two of the three problems, 5, 6, 7
No. 1 (24 points):
The Mammoth Company has owned a controlling interest in the Glendale
Company since the latter company’s organization on January 1, 1920, and in
its annual published accounts has shown this interest as a single item under
“ investments.” On January 1, 1933, in continuance of its policy to buy up all
available outstanding capital stock and debentures of the Glendale Company,
the Mammoth Company acquired an additional 53 shares of preferred stock
for $2,190. On July 1, 1933, the latter company purchased $23,000 par value
of debentures for $20,000 and returned to the Glendale Company for retirement
$5,000 par value of debentures. The following statement shows particulars of
the Mammoth Company’s book record of its interest on December 31, 1933
and 1932.
Investment in and advances to Glendale Company
December 31, 1933
December 31, 1932

Owned
Carried at
Owned
Carried at
Common stock at cost,
January 1, 1920, less
$980,000 written off
19,900 shares $ 15,000 19,900 shares $ 15,000
to operations........
602,190 14,000 “
Preferred stock at cost. 14,053 “
600,000
76,000 $60,000 par
Debentures at cost.. .. $78,000 par
61,000

$ 693,190
Current account.......... $5,150,000
Less—written off to
operations............
4,125,000

$ 676,000
$5,275,000

1,025,000

4,125,000

$1,718,190

1,150,000

$1,826,000

The directors of the Mammoth Company have decided that on December 31,
1933, instead of showing the investment in and advances to Glendale Company
as a single item in the Mammoth Company’s balance-sheet, the assets and lia
bilities of the Glendale Company shall be included with those of the Mammoth
Company, according to their character, as current assets, fixed assets, deben
tures or otherwise. As auditor of the Mammoth Company you are in com
plete accord with this procedure, but you can not accept without verification
the following figures which have been included in the consolidation of December
31, 1933, and are presented as being taken from the Glendale Company’s
balance-sheet of that date.

Current assets..........................................................
Fixed assets..............................................................

$ 692,100
3,098,500
$3,790,600

Current liabilities....................................................
Debentures due January 1, 1950..........................
Earned surplus.........................................................

$ 159,600
650,000
1,155,000

$1,964,600
In support of the above figures the following balance-sheets of the Glendale
Company are submitted.
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Balance-sheets

of

Glendale Company
December 31

Current assets..................................................................
Fixed assets, less depreciation.......................................

1933
1932
$ 692,100 $ 236,500
3,098,500 3,698,500

Total..........................................................................

$3,790,600 $3,935,000

Current liabilities............................................................
Debentures outstanding, due January 1, 1950..........
Due to Mammoth Company.........................................
Capital stock:
Common—20,000 shares of $50 each.......................
Preferred—16,000 shares of $50 each......................
Deficit from operations..................................................

$ 159,600 $ 64,000
650,000
700,000
7,519,000
7,240,000

Total..........................................................................

$3,790,600 $3,935,000

1,000,000
800,000
5,869,000

1,000,000
800,000
6,338,000

In the course of your examination you have ascertained:
(1) That up to and including December 31, 1932, the Glendale Company has
credited $1,965,000 interest to its account with the Mammoth Company but
that the Mammoth Company has not taken up this interest.
(2) That no depreciation has been provided by the Glendale Company for
the period from January 1, 1920, to December 31, 1932, although it is agreed
that depreciation of $100,000 per annum should have been provided.
(3) That the net loss of the Glendale Company for the year ended December
31, 1933, is $469,000, after charging $600,000 for depreciation, $404,000 for
interest on current account with the Mammoth Company and $40,500 for
interest on debentures.
(4) That the write-offs on the Mammoth Company’s books were intended to
reduce the investment to its share of the book value of the Glendale Company’s
net assets, less depreciation on fixed assets at the rate of $100,000 per annum.
You are required to submit:
1. A December 31, 1933, balance-sheet of the Glendale Company pre
pared for ready consolidation with the Mammoth Company’s
balance-sheet of that date.
2. The investment, current and other accounts on the Mammoth Com
pany’s books with the adjustments and changes that will make the
record clearer and bring it into agreement with the facts disclosed by
the adjusted Glendale Company’s books on December 31, 1933.

Solution:
(1) Balance-sheet of the Glendale Company prepared for ready consolidation:

Glendale Company

Assets

Balance-sheet—December 31, 1933
As
submitted
Adjustments

Current assets......................... .$ 692,100
Fixed assets, less depreciation. 3,098,500
$3,790,600
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$800,000a

692,100
2,298,500

$2,990,600
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Liabilities and net worth
Current liabilities...................
Debentures outstanding........
Due to Mammoth Company.
Capital stock:
Common...............................
Preferred..............................
Deficit from operations........

.$
.
.

.

$

159,600
650,000
7,519,000
1,000,000
800,000
6,338,000 $800,000a

$3,790,600

159,600
650,000
7,519,000

1,000,000
800,000
7,138,000

$800,000 $800,000 $2,990,600

a Adjustment of depreciation since January 1, 1920:
Required provision—$100,000 per year.............................. $1,400,000
Provided during period...............................................................
600,000

Adjustment............................................................................... $

800,000

This is the only adjustment that can be made with absolute certainty. As
the problem requires a balance-sheet “prepared for ready consolidation,” and
as consolidation involves the elimination of intercompany items, the candidate
should be on the alert for any hidden intercompany items. One that suggests
itself here is accrued debenture interest.
Since the debentures are due January 1, 1950, interest is very likely payable
July 1st and January 1st, in which case there is $19,500 (3% of $650,000) of
interest accrued on December 31, 1933. The 6 percent rate is determined as
follows:
In 1933, $700,000 of bonds were outstanding from January 1 to July 1 (ap
parent redemption date), and $650,000 were outstanding from July 1 to
December 31; on the average, $675,000 were outstanding. The interest
rate is therefore $40,500 ÷ $675,000, or 6 per cent.
To facilitate the elimination of intercompany interest payable and receivable,
the accrued interest should be taken out of current liabilities and set up as a
separate item.
The above hypothesis is not sufficiently valid to support an adjustment to
the balance-sheet; a note as to the possibility of intercompany accrued interest
should be adequate.
(2) This part of the problem is undoubtedly subject to various interpreta
tions, each resulting in a different solution. Two solutions are presented:

A. On the assumption that the Mammoth Company is willing to bear all of
the loss of the Glendale Company, and that outside debentures and mi
nority stock-holdings should be stated at par in the balance-sheet.
This contention is based on the Mammoth Company’s own valuation
of its investment, as stated in (4) of the problem and verified below by
analysis of the $1,826,000 carrying value as of December 31, 1932.
B. On the assumption that the minority preferred and common stock in
terests should be considered as having been wiped out by the large deficit,
and that the Mammoth Company (knowingly or unknowingly) has com
puted the book value of its interest incorrectly in the past.
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The outside debentures must still be shown at par: (1) the company
is continuing to redeem them at par, and (2) the alternative would be
the application of the assets proportionately against all of the liabil
ities: current, debentures, and intercompany; the resulting proportion
would vary from day to day, and would be meaningless, except in a
statement for liquidation purposes.
A.

Adjustment on books of Mammoth Company:
(1) Common stock—Glendale Company ... $ 15,000
Preferred stock—Glendale Company ...
602,190
Debentures—Glendale Company...........
76,000
Glendale Company....................................
1,025,000
Investment in and advances to Glen
dale Company.....................................
$1,718,190

To break down latter account.

(2)

(3)

(4)

(5)

Common stock—Glendale Company . ..
Glendale Company....................................
Reserve for Glendale investment........
To adjust investment accounts to
cost, and to create reserve to reduce in
vestment to book value (as of Decem
ber 31, 1932).

980,000
4,125,000

Glendale Company..................................
Reserve for Glendale investment........
To set up interest credited by sub
sidiary to December 31, 1932 (credit is
made to reserve because investment is
already carried at book value).

1,965,000

5,105,000

1,965,000

Glendale Company................................
Surplus (interest earned)....................
To record interest for 1933.

404,000

Reserve for Glendale investment........
Surplus (profit of subsidiary)............
Surplus—discount on Glendale securi
ties purchased...................................
To adjust the reserve for the in
crease in the equity of the Mammoth
Company during 1933, as follows:

34,460

404,000

31,000

3,460

Net profit of Glendale Company for
1933:
Per books (loss *).................................
Adjustment of depreciation...............

As adjusted...........................................
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Since Mammoth is absorbing all of
the Glendale deficit, all of the
latter company’s profits to the
total accumulated deficit accrues
$
to Mammoth............................
Discount on Glendale securities ac
quired during the year:
Deben
Preferred
stock
tures
Par....................................
$23,000 $
2,650
Cost..................................
20,000
2,190

Discount......................

$ 3,000 $

Total....................................

460

31,000

3,460
$

34,460

If the Mammoth Company carries its investment in this manner, any dis
count or premium on Glendale securities is recorded in surplus in the year of
acquisition, and the investment is carried at book value all of the time. Ac
cordingly, no adjustment of surplus is required during 1933 for any difference
between cost and par of the $5,000 of Glendale debentures owned by Mammoth
which were retired during the year. Strict accuracy, if the investment ac
counts were to be stated at cost, would require that the $5,000 par of debentures
be credited out at cost, with a debit or credit to the reserve for any premium or
discount. Since the cost is unknown, and no surplus adjustment would result,
no entry is made.
In connection with the use of the reserve, it should be recognized that we are
simply following the principle of recording losses and profits of the subsidiary
in the investment account; however, since there are numerous investment ac
counts in this case, and since taking up the subsidiary’s deficit would wipe out
the stock accounts completely, the reserve method has been adopted.
On the next page is a statement of the investment accounts on the books
of the Mammoth Company at December 31, 1933.
The carrying value of the investment is now $2,156,650:
Common stock....................................................... $ 995,000
Preferred stock......................................................
602,190
Debentures.............................................................
76,000
Current account....................................................
7,519,000

Total....................................................................
Reserve for investment.........................................

$9,192,190
7,035,540

Net.......................................................................

$2,156,650

This value, and the $1,826,000 value on the books as of December 31, 1932,
may be verified by the following computation.

143

144

$7,035,540

Adjusted reserve, December 31, 1933.......................................................................

$7,070,000

1,965,000

$5,105,000

31,000
3,460

$76,000

$1,025,000
4,125,000

for
investment

R e s e rv e

Adjustments to reserve:
Profit of Glendale Company for 1933...................................................................
Discount on Glendale securities acquired.............................................................

$602,190

$76,000

Current
account

$7,519,000
$995,000

$602,190

tures

Deben-

Balances, December 31, 1933....................................................................................

$ 15,000
980,000

Preferred
stock

1,965,000
404,000

$1,718,190
1,718,190

Common
stock

Balance per books, December 31, 1933....................................................................
Reclassification of balance.........................................................................................
Restore amounts charged off, by credit to reserve..................................................
Set up interest on current account:
To December 31, 1932...........................................................................................
Year 1933................................................................................................................

and
advances

In v e s tm e n t
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December 31

1933
Total assets—per Glendale books.
Depreciation not provided............

1932
$3,935,000
1,300,000

$3,790,600
800,000

Total assets—as adjusted.............
$2,635,000
$2,990,600
Outside liabilities and minority
stockholdings:
Current liabilities........................ $159,600
$ 64,000
Debentures—par.........................
572,000
640,000
Preferred stock—par..................
97,350
100,000
Common stock—par..................
5,000
833,950
5,000
809,000
Mammoth Company equity on
company’s basis..........................

$2,156,650

$1,826,000

The increase of $330,650 ($2,156,650—$1,826,000) in the Mammoth Com
pany’s equity during 1933 may be accounted for as follows:
Net profit of Glendale Company, as adjusted...............
$ 31,000
Interest credited to Mammoth current account...........
$404,000
Less: cash withdrawn by Mammoth............................
125,000
279,000

Net increase during year in Mammoth holdings of Glen
dale securities, at par:
Debentures.......................................................................
Preferred stock................................................................

$ 18,000
2,650

Total......................................................................................

20,650

$330,650

B. Adjustments (1) to (4) will be the same as in A; the adjustment of the
reserve will be made as follows:
(5) Reserve for Glendale investment............................... $105,000
Surplus, December 31, 1932...................................
$105,000
To adjust carrying value of investment at De
cember 31, 1932:
Equity, December 31, 1932 (below) $1,931,000
Carried on books at........................ 1,826,000

Adjustment..................................... $ 105,000
(6) Reserve for Glendale investment...............................
Surplus (profit of subsidiary).................................
Surplus—net gain on acquisition of Glendale
securities............................................................
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To adjust reserve, as follows:
Profit of Glendale Company.......
$31,000
Discount on debentures purchased.
3,000
Cost of preferred stock purchased..
2,190

Total................................................

$31,810

As the minority stock is now given no value,
the payment for preferred stock during the year
represents a total loss.
The accounts will also appear as in A, except for the reserve, which will be as
follows:
Balance, set up as of December 31, 1932......................
$5,105,000
Credit at time of setting up back interest....................
1,965,000
Total............................................................................
$7,070,000
Debits:
Adjustment as of December 31, 1932.................... $105,000
Profit of subsidiary.......................................................
31,000
Net gain on acquisition of Glendale securities........
810
136,810

Adjusted balance, December 31, 1933...........................

$6,933,190

The carrying value of the investment is now $2,259,000:
Common stock.......................................... $ 995,000
Preferred stock......................................................
602,190
Debentures.............................................................
76,000
Current account....................................................
7,519,000

Total...............................................................
Less: reserve...........................................................

$9,192,190
6,933,190

Net..................................................................

$2,259,000

This carrying value, and the adjusted carrying value at December 31, 1932,
on this basis, are verified below:
December 31

1933
$3,790,600
800,000

Total assets—per Glendale books.
Depreciation not provided............

1932
$3,935,000
1,300,000

$2,635,000
$2,990,600
Total assets, as adjusted....
Outside liabilities:
$ 64,000
Current liabilities........................ $159,600
704,000
731,600 640,000
Debentures................................... 572,000
$2,259,000

Mammoth Company equity.........
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Note that it is incorrect to assess any portion of the deficit in excess of the par
of the stock against the minority stock in this instance, as the Mammoth Com
pany is the principal creditor, and is subordinating its claims, so that it, as
creditor, will bear the deficit remaining after the stock is wiped out.
The increase of $328,000 ($2,259,000-$1,931,000) in carrying value during
the year under this method is accounted for as follows:
Net profit of Glendale Company......................................
$ 31,000
Interest credited to Mammoth current account............
$404,000
Less: cash withdrawn by Mammoth during 1933. . .
125,000
279,000

Increase in Mammoth holding of Glendale debentures
during year (at par)....................................................

18,000

Total..................................................................................

$328,000

No. 2 (22 points):
From the following balance-sheets and income accounts of the Universal
Machinery Company and its Canadian subsidiary company prepare a con
solidated balance-sheet and income account and submit the working papers
relative thereto:

Universal Machinery Company
Balance-sheet, December 31, 1932

Assets
Land.........................................................................................................
Buildings and equipment.....................................................................
Investment in Universal Machinery Company of Canada, Ltd...
Advances to Universal Machinery Company of Canada, Ltd.....
Investment in stock of Universal Machinery Company—
500 shares at cost..............................................................................
Inventories..............................................................................................
Accounts receivable...............................................................................
Cash.........................................................................................................
Deferred charges....................................................................................

$ 130,000
400,000
200,000
30,000
10,000
260,000
240,000
150,000
25,000
$1,445,000

Liabilities
Capital stock:
Common, no par value, 10,000 shares outstanding.....................
Reserves for depreciation.....................................................................
Accounts payable...................................................................................
Surplus:
Balance January 1, 1932..............................................
Net profit for year........................................................

$140,000
70,000

Dividend paid—$6 a share..............................................

$210,000
60,000

$1,000,000
110,000
185,000

$ 150,000
Balance December 31, 1932.........................................................
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Universal Machinery Company

of

Canada, Ltd.

Balance-sheet, December 31, 1932
(Accounts stated in Canadian currency)
Assets
Land........... .............................................................................................
Buildings and equipment......................................................................
Inventories...................... ......................................................................
Accounts receivable...............................................................................
Cash.........................................................................................................
Deferred charges....................................................................................

$ 55,000
130,000
80,000
60,000
50,000
5,000
$380,000
Liabilities

Capital stock :
Common, $100 par value, 2,000shares outstanding.....................
Reserves for depreciation.....................................................................
Accounts payable..................................................................................
Universal Machinery Company—advances......................................
Surplus:
Balance January 1, 1932................................................ $100,000
Net profit for year..........................................................
20,000

Dividend paid......................................................................

$200,000
30,000
50,000
30,000
------------

$120,000
50,000

Balance December 31, 1932.........................................................

$ 70,000

$380,000
Universal
Machinery
Universal Company
Machinery of Canada,
Company
Ltd.
Net profit from operations................................
$47,000 $25,000
Depreciation @ 5% of buildings and equipment at
January 1, 1932...............................................................
20,000
5,000
$27,000

$20,000

Miscellaneous income:
Dividend received from Universal Machinery Com
pany of Canada, Ltd.. ........................................... $50,000
Dividend on Universal Machinery Company stock
held as an investment.............................................
3,000

$53,000

Provision for federal income taxes...................................

$80,000
10,000

Net profit for year......................................................

$70,000

(1)
(2)

(3)
(4)

$20,000

The Canadian dollar was quoted at 90 cents on December 31, 1932, and at
par on January 1, 1932. The average rate for the year was 95 cents.
The investment of the Universal Machinery Company in the real estate,
plant and equipment of the Canadian company at January 1, 1932
amounted to $155,000 United States currency.
Additions to the real estate and plant of the Canadian company during
1932 amounted to $30,000 Canadian currency.
The question of income taxes need not be further considered.
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$359,000

$311,500

50,000 (c)
3,000 (d)

30,000(b)
200,000 (a)

$311,500

50,000 (c)
3,000 (d)

$56,000

10,000
21,000

$25,000

21,000

57,000

1,000,000
240,000

$ 140,000
230,000

$1,574,000

10,000

332,000
294,000
195,000
29,500

$ 185,000
528,500

Consolidated
balance
sheet

$56,000 $1,574,000

$56,000

Consolidated
income account

Notes: (1) Since the current rate on January 1, 1932, was par, and the fixed asset conversion rate is also par, the trial balance of the Canadian company at
that date was the same in both currencies, and the surplus, in U. S. currency, was $100,000.
(2) Although nominal accounts are properly converted at the average rate, and although it is apparent that the profit of the Canadian company as
stated above has been reduced by the drop in exchange during the year, nevertheless, it is not correct to attempt a conversion of the $25,000 profit
at the average rate of .95 because:

$1,445,000

$380,000

Totals.........................................................

1,000,000
140,000
47,000
20,000
60,000

$ 110,000
185,000

$1,445,000

50,000
3,000
10,000

cost
1.00

100,000
9,000
5,000
50,000

1.00(1)
(2)

$ 30,000
45,000
30,000
200,000

cost
.90
1.00
cost

$359,000

Dividend received—Canadian company
Dividend received—Treasury stock ..............
Federal income taxes .....................................
Consolidated income.........................................

....

$ 30,000
50,000
30,000
200,000

Reserves for depreciation..................................
Accounts payable..............................................
Advances from Universal Machinery Company
Capital stock—Canadian company..................
Capital stock—United States company...........
Surplus—January 1, 1932.................................
Net profit from operations............................
Depreciation...................................................
Dividend paid ................................................
100,000
25,000
5,000
50,000

$380,000

Totals .........................................................

Universal Machinery Company
Consolidated balance-sheet and income account—working papers December 31, 1932
Universal Machinery Company
of Canada, Ltd.
--------------------- - ---------------------- .
Adjustments
United
Universal
and eliminations
Canadian Conversion
States
Machinery------------------ -----------------currency
rate
currency Company
Debit
Credit
Land ................................................................... $ 55,000
cost
$ 55,000 $ 130,000
Buildings and equipment..................................
100,000
cost
100,000
400,000 $ 28,500 (e)
Additions—buildings and equipment...............
30,000
.95
28,500
$ 28,500 (e)
Inventories.........................................................
80,000
.90
72,000
260,000
Accounts receivable...........................................
60,000
. 90
54,000
240,000
Cash ..................................................................
50,000
. 90
45,000
150,000
Deferred charges...............................................
5,000
.90
4,500
25,000
Investment—Universal Machinery Company
of Canada, Ltd ...........................................
200,000
200,000 (a)
Advances to Canadian subsidiary ....................
30,000
30,000 (b)
Treasury stock—500 shares at cost ..................
10,000

Solution:
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(1) Conversion of the nominal accounts at the average rate of exchange does
not mean that the profit will be converted at the average rate, since in
ventories are converted at the current rates at the beginning and end of
the year. How important this factor may be is brought out by the
present case:
Net profit from operations:
Per books...............................................................
$25,000
Converted at average rate—.95.........................
At balancing figure—as above...........................

$23,750
9,000

Indicated exchange loss..........................................

$14,750

If the inventory in Canadian currency was the
same at the beginning and end of the year,
$80,000, the fall in exchange during the year
accounted for $8,000 of the above $14,750:
Inventory, January 1, $80,000 at $1.00....
Inventory, December 31, $80,000at .90....

$80,000
72,000

Reduction in profit as converted...............

$8,000

(2) Intercompany sales and purchases, if any, should be converted at actual
rather than average rates.
Universal Machinery Company and its subsidiary
Universal Machinery Company of Canada, Ltd.
Consolidated income account—year ended December 31, 1932

Net profit before depreciation, after losses due to exchange fluc
tuations ...................................................................................................
Depreciation...............................................................................................

$56,000
25,000

Net operating profit..................................................................................
Provision for federal income taxes..........................................................

$31,000
10,000

Net income.................................................................................................

$21,000

Universal Machinery Company and its subsidiary
Universal Machinery Company of Canada, Ltd.
Consolidated balance-sheet—December 31, 1932
Assets
Current Assets:
Cash.................................................................................
Accounts receivable......................................................
Inventories.....................................................................

Deferred charges................................................................
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$195,000
294,000
332,000

$821,000

29,500

Students' Department
Fixed assets:
Land..........................................
Buildings and equipment..........
Less: reserve for depreciation

..................
$528,500
140,000

$185,000

388,500

573,500
' $1,424,000

Liabilities and capital
Accounts payable......................
Net worth:
Capital stock—no par value:
Issued............................
10,000 shares
Treasury...........................
500 shares

$ 230,000
$1,000,000

Outstanding......................
9,500 shares
Surplus:
Balance, January 1, 1932......................
Net income for the year ended December
31, 1932..............................................

$ 240,000

Total.......................................................

$ 261,000

$1,000,000

21,000

Less:

Dividends paid................................... $57,000
Cost of 500 shares of treasury stock. . .
10,000

67,000

194,000

1,194,000

$1,424,000

Note.—There are several ways in which to show the 500 shares of no par value treasury stock
which was purchased at a cost of $10,000. The statutes of the state will govern.
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